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Margaret L. Greene 


Mr. Chairman: 


After trading without clear direction for several 

weeks since early May, the dollar resumed its decline at the 

end of June. Yesterday morning, the dollar fell to a new 

post-war low against the yen -- just below Y 159. It also hit 

a 2 1/2 month low against the German mark just below 

DM 2.16. Though the dollar is trading a little above these 

levels now, market sentiment toward the dollar is decidedly 

negative for the near term. At the same time, the interest-

rate incentive for international investors to hold on to dollar 

balances is diminishing except in the short maturities. 

The dollar's performance early in the intermeeting 

period was broadly interpreted as reflecting a pause in the 

dollar's depreciation, not a change in trend. To some extent 

this pause reflected the market's perception that the 

authorities abroad were prepared to act to prevent a further 

drop in dollar rates for a while. Market participants believed 

in particular that the Bank of Japan would contain the yen's 

rise, relying on heavy intervention if necessary, in order to 

neutralize the adverse political effects of the yen's 9-month 

rise ahead of parliamentary elections July 6th. lhey a l s o  

thought the Bundesbank might intervene if the mark appreciated 
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above DM 2.20, a level thought t o  reflect the breakeven point 


for many o f  t h e  country's exporters. 


M o r e  fundamentally, many in the exchanges w e r e  

comfortable w i t h  the idea that a period o f  pause after the 

Tokyo Summit might permit a n  assessment o f  the effects of the 

declines in both interest rates and exchange rates that had 

occurred o v e r  the preceding year. 

By late June, dealers rightly o r  wrongly started t o  

reach c o n c l u s i o n s  from this period of reassessment. Two months 

o f  economic statistics cast doubt in their minds that 

significant changes in the underlying economic fundamentals 

were taking place fast enough to dispel the strong political 

and protectionist pressures here. The trade imbalances that 

caused c o n c e r n  last fall were seen to be even m o r e  out of 

line. Monthly U . S .  trade figures continued t o  show huge 

deficits, w h i l e  those f o r  Germany and Japan showed record o r  

near-record surpluses. Moreover, statistics o n  economic 

activity gave dealers the impression that recent declines in 

interest rates and in oil prices had not yet done much to 

revive growth, either here o r  in o u r  export markets abroad. 

Also by late June market participants perceived a 


growing disarray among the authorities o f  the G-5, with respect 


to both exchange market tactics and longer-term economic policy 


strategies. In the exchanges, the Bank o f  Japan had intervened 


t o  buy nearly since early Narch. The Japanese 


operated especially heavily around the time o f  t h e  elections 
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t o  convey t o  market participants that their approach t o  

exchange rate policy would not change afterwards. In effect 

the Japanese bought m o r e  dollars in the past 3 1/2 months than 

they sold in the coordinated intervention o f  last fall. The 

Bundesbank did not intervene. Yet dealers still believe the 

German authorities would b e  unhappy t o  see a further 

substantial  rise in the mark. As a result they feel vulnerable 

to a surpri se intervention attack by the Bundesbank. The 

United States is perceived t o  have less interest in preventing 

the dollar from declining. Recent statements from Secretary 

Baker a r e  being interpreted a s  suggesting that the United 

States will accept further exchange rate moves if progress is 

not forthcoming i n  improving the climate for U.S. trade. 

In the longer-term policy sense, recent events also 

seem to bring into question whether the G - 5  governments are 

still fully committed to the goal, set forth in the Plaza 

agreement last September, o f  a sustained and more balanced 

expansion. Dealers note that the German authorities appear to 


be resisting efforts to support internal demand in the face of 


a first q u a r t e r  output decline. The Kohl government just last 


week characterized its fiscal program for next y e a r  a s  one O f  


"stTict budgetary discipline." In Japan, movement to moderate 


contraction ary fiscal policy has been slowed by the political 


calendar there. These developments appear to leave monetary 
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policy as the only tool available in the short-run to keep the 

process of international economic adjustment alive. But here, 

too, there seem to be considerable differences of opinion, both 

about the scope for and possible effectiveness of any further 

monetary easing. 

Under these circumstances, market participants now 

see little alternative to a further decline in dollar rates. 

The dollar started to move down last week. For the period 

since your last meeting the sharpest decline in the dollar was 

against the yen, of about 6 percent. Against the German mark 

and most other continental European currencies, the decline was 

about 4 percent. 

These movements in exchange rates appear to show 


little relationship to changes in actual, short-term interest 


rate differentials between dollar-denominated assets, on the 


one hand, and Japanese and German assets, on the other. Indeed 

during the intermeeting period, as well as during the nearly 

two months since just before the April discount rate cut, 

short-term interest differentials have shown little real 

trend. They have stayed between 2 to 3 percentage points in 

both cases. 

Changes in longer-term interest rate differentials 


have been more pronounced. Bond yields in both Germany and 


Japan backed up during the spring along with those in the 


United States. But only in the United States have long-term 
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( 1 0  y e a r )  y i e l d s  f a l l e n  b a c k  t o  l e v e l s  b e l o w  t h e  l o w s  o f  e a r l y  

A p r i l .  As a r e s u l t  t h e  l o n g - t e r m  i n t e r e s t  d i f f e r e n t i a l  

f a v o r i n g  i n v e s t m e n t  i n  U.S. g o v e r n m e n t  bonds  h a s  n a r r o w e d  t o  

o n l y  1 1 2  a p e r c e n c a g e  p o i n t  v i s - a - v i s  Germany and  t o  2 . 5 0  

p e r c e n t a g e  p o i n t s  v i s - a - v i s  J apan .  The f i n a n c i a l  i n c e n t i v e  t o  

a t t r a c t  i n v e s t o r s  i n t o  U.S. g o v e r n m e n t s  i s  now t h e  s m a l l e s t  

v i s - a - v i s  J a p a n e s e  s e c u r i t i e s  s i n c e  1 9 8 0 .  V i s - a - v i s  German 

s e c u r i t i e s  i t  h a s  n o t  b e e n  t h i s  n a r r o w  s i n c e  b e f o r e  1979 .  



Notes for FOMC Meeting

Stephen G. Thieke 

July 8-9, 1986 


Domestic desk operations since the last meexing have been 


directed at maintaining an approximately steady degree of reserve 


pressures, with the reserve path allowance for adjustment and seasonal 


borrowing remaining at $300 million. This was against the backdrop of 


very strong growth in the monetary aggregates, but a fairly consistent 


pattern of sluggish economic data. 


M1 and M2 outran the March-June pace anticipated at the time 


of the Committee’s May meeting, with M1 growth being especially 


robust. Strength in the liquid components of M2. as well as in M1, 


contributed to stronger than expected growth in M2. which is now 


around the midpoint of its growth cone. as is M3. 


Early in the period, the Desk was a bit cautious in the way 


it met the indicated reserve needs, inasmuch as M1 growth was showing 


no evidence of the desired deceleration and M2 was also showing 


somewhat more strength than had been expected. However, with the 


release of the weak May employment report in early June. followed by a 


string of sluggish economic data. the Desk moved a bit more promptly 


to meet indicated reserve needs. 


For the three full maintenance periods, borrowings averaged 

$285 million--close to the path allowance--butran as low as $193 

million in one period and as high as $ 3 5 4  million in the most recent 

period. By and large, this reflected variability in the level of 

excess reserves, which averaged about $640 million in the June 18 

period and $1.3 billion in the July 2 period. An informal allowance 


for somewhat lower excess reserves was made late in the period of the 


18th, yet excess still ran well below expectations. A formal 

allowance for $1.1 billion in excess was made for the period with the 
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quarter-end statement date. with demand for excess reserves proving 


somewhat stronger than that. 


Federal funds have tended to fluctuate in a narrow range 

since the last meeting, with effective rates averaging very close to 

6 - 7 / 8  percent in each of the three periods. There was some expecred 

firmness in the funds market around quarter end. with that firmness 

lingering on for a day or two, when settlement of new Treasury issues 

and wire related problems at a few Reserve Banks and the Treasury 

complicated reserve management. 

To meet reserve needs over the period. the Desk purchased 

about $ 4 . 4  billion of bills, including $2.5 billion in an outright 

operation in late May and the rest from foreign accounts throughout 

the period. Around mid-June, the Desk was planning at least one 

additional outright operation in the market to meet what was then 

viewed as a sizeable and growing reserve need projected for late in 

the intermeeting period and on into mid-July. In fact. by mid-June, 

the size of the projected need had growth by almost $3 billion--due 

largely to the faster growth in required reserves. This prompted the 

Desk to request a temporary $ 3  billion expansion (to $ 9  billion) in 

its between meeting "leeway" authorization to purchase securities for 

the System account. Shortly after that request was approved by the 

Committee, the size of the projected reserve needs foreseen through 

late July were reduced substantially. As a result, we did not have to 

use the added leeway to meet what now appears to be a sizeable but 

short-run need in the current two-week maintenance period. Instead, 

the Desk used numerous rounds of System and customer related 

repurchase agreements to meet the remaining reserve needs. This 

included four rounds of term System R P s .  one of which was pre-

announced on Wednesday, July 2 .  before the recent holiday weekend. 
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I n  t h e  s e c u r i t i e s  m a r k e t s ,  a n  uneasy  t o n e  p r e v a i l e d  e a r l y  i n  

t h e  p e r i o d ,  w i t h  i n t e r e s t  r a t e s  gapping h i g h e r  d u r i n g  a f e w  t r a d i n g  

s e s s i o n s  around t h e  end o f  May. A t  t h a t  t i m e ,  t h e  f o c u s  was on 

con t inued  s t r o n g  money growth and d a t a  f o r  A p r i l  which showed s i g n s  of 

a p o s s i b l e  u p t u r n  i n  t h e  economy. Adding t o  t h a t  t o n e  was t h e  r e l e a s e  

o f  t h e  r e c o r d  o f  t h e  Committee confe rence  c a l l  mee t ing  f o l l o w i n g  t h e  

A p r i l  d i s c o u n t  r a t e  c u t  and subsequen t  comments by some Committee 

members s u g g e s t i n g  t h a t  i n f l a t i o n  remained a p o t e n t i a l  conhern .  I n  

t h i s  a tmosphe re ,  some market  p a r t i c i p a n t s  began t o  s p e c u l a t e  t h a t  t h e  

System might  have snugged i t s  p o l i c y  s t a n c e .  

I n  e a r l y  J u n e ,  marke t  psychology on t h e  n e a r - t e r m  o u t l o o k  f o r  

t h e  economy and i n t e r e s t  r a t e s  a b r u p t l y  r e v e r s e d .  Employment d a t a  f o r  

May began a s t r i n g  o f  s t a t i s t i c a l  r e l e a s e s  which c o n t r a d i c t e d  n o t i o n s  

t h a t  economic s t r e n g t h  was b u i l d i n g .  While market  p a r t i c i p a t n s  d i d  

n o t  i n i t i a l l y  l o o k  f o r  an immediate e a s i n g  o f  System p o l i c y ,  n o t i o n s  

o f  a n e a r - t e r m  f i r m i n g  were d i s p e l l e d .  Concerns abou t  t h e  Mexican 

d e b t  s i t u a t i o n  c o n t r i b u t e d  a t  t h e  margin  t o  these s e n t i m e n t s  and had a 

s m a l l ,  p o s i t i v e  impact  on t h e  s h o r t  end of t h e  y i e l d  c u r v e .  Toward 

t h e  end of t h e  p e r i o d ,  s i g n s  of  weakness i n  t h e  economies o f  J apan  and 

Germany spawned t a l k  of a n o t h e r  c o o r d i n a t e d  e f f o r t  t o  r educe  i n t e r e s t  

r a t e s .  The marke t s  ended l a s t  week on a p o s i t i v e  n o t e ,  f u e l e d  by 

f u r t h e r  weakness i n  t h e  June  employment d a t a .  They have g iven  back 

some of t h e  r e c e n t  g a i n s  t o d a y ,  i n  p a r t  r e f l e c t i n g  a [ u n i n t e l l i g i b l e ]  

and pe rhaps  a b i t  l e s s  concern  on t h e  [ u n i n t e l l i g i b l e ] .  

N e v e r t h e l e s s ,  most market  p a r t i c i p a n t s  a r e  e x p e c t i n g  a c u t  

w i t h i n  t h e  n e x t  few weeks. Based on y e s t e r d a y ’ s  r e f u n d i n g .  key 

T r e a s u r y  b i l l  r a t e s  have d e c l i n e d  by abou t  4 0  b a s i s  p o i n t s  s i n c e  t h e  

l a s t  FOMC m e e t i n g .  B i l l  r a t e s  a r e  p r i c e d  t o  an e x p e c t a t i o n  of a 

d i s c o u n t  r a t e  c u t .  a l t h o u g h  n o t  q u i t e  f u l l y  p r i c e d  i n  t h e  view of  a t  
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l e a s t  some p a r t i c i p a n t s .  I n t e r m e d i a t e  ( 4 - t o  1 0 - y e a r )  T r e a s u r y  coupon 

r a t e s  a r e  abou t  60  b a s i s  p o i n t s  l ower .  w h i l e  y i e l d  on t h e  l a t e s t  3 0 -

y e a r  T r e a s u r y  bond,  which s t i l l  ref lects  some un ique  c o n s i d e r a t i o n s ,  

i s  down abou t  5 0  b a s i s  p o i n t s .  

The s u p p l y  s h o r t a g e  which had d i s r u p t e d  t h e  l o n g  end o f  t h e  

marke t  around the  t i m e  of  t he  May r e f u n d i n g  a b a t e d  by e a r l y  J u n e .  The 

s h o r t a g e  i n i t i a l l y  deve loped  when s e c u r i t i e s  d e a l e r s  and a r b i t r a g e u r s  

s e t  up l a r g e  s h o r t  p o s i t i o n s  i n  t h e  9 - 1 1 4  p e r c e n t  bond i n  advance of 

t h e  r e f u n d i n g .  T h i s  t r a d i n g  s t r a t e g y  was based  on t h e  e x p e c t a t i o n  

t h a t  l a r g e  s u p p l i e s  of t h a t  bond would b e  s o l d  by i n v e s t o r s .  i n c l u d i n g  

t h e  Japanese ,  l o o k i n g  t o  move i n t o  t h e  l a t e s t  T r e a s u r y  i s s u e s .  When 

t h o s e  s a l e s  d i d  n o t  d e v e l o p ,  and a s  t h e  p r i c e  o f  t h e  9 -114s  con t inued  

t o  ou tpe r fo rm o t h e r  i s s u e s ,  d e a l e r s  and o t h e r s  sc rambled  t o  borrow t h e  

bonds i n  o r d e r  t o  reduce  t h e i r  f a i l s .  By l a t e  May. t h e  e x t r a -

o r d i n a r i l y  l a r g e  f a i l s  i n  t h i s  i s s u e  had been c l e a n e d  up .  S i m i l a r l y ,  

many o f  t h e  v e r y  l a r g e  s h o r t  p o s i t i o n s  have been c l o s e d  o u t ,  o r  a t  

l e a s t  r educed .  

We s u b s e q u e n t l y  l e a r n e d  t h a t  t h e  o p t i o n s  w r i t i n g  a c t i v i t i e s  

of a C a l i f o r n i a  s a v i n g s  and l o a n  a s s o c i a t i o n  may have e x a c e r b a t e d  t h i s  

marke t  problem. Tha t  i n s t i t u t i o n  had w r i t t e n  a l a r g e  amount of o v e r -

t h e - c o u n t e r  p u t  o p t i o n s  on l o n g - t e r m  T r e a s u r y  bonds ,  i n c l u d i n g  t h e  

9 - 1 1 4 s .  Those o p t i o n s  moved deep i n t o  t h e  money n e a r  t h e i r  e x p i r a t i o n  

d a t e s  which ,  it t u r n s  o u t ,  were around t h e  t i m e  of  t h e  May r e f u n d i n g .  

Ho lde r s  of t h o s e  o p t i o n s  were anx ious  t o  e x e r c i s e  them and b i d  up t h e  

market  p r i c e  of t h e  9 - 1 1 4 s  i n  o r d e r  t o  a c q u i r e  t h e  bonds t o  make 

d e l i v e r y .  

The T r e a s u r y  r a i s e d  abou t  $ 2 4  b i l l i o n  o f  new money d u r i n g  t h e  

p e r i o d ,  most of it i n  coupon i s s u e s .  The June  q u a r t e r  end "mini  

r e fund ing"  o f  4 - and 7 - y e a r  i s s u e s  was a s t u d y  i n  c o n t r a s t s ,  w i t h  



-5- 


exceptionally strong dealer and speculative demand for the 4-year 


issue. followed by lackluster participation the very next day in the 


7-year offering. In the Agency sector. the Farm Credit System 


announced estimated second quarter losses of about $600 million. This 


lead to about a 10 basis point widening of spreads on Farm Credit 


securities, which are now about 45 to 50 basis points above Treasuries 


for a [unintelligible] year issue. 


One final note. During the period we published a revised 


list of primary dealers reflecting the deletion of Northern Trust 


Company, which had consistently fallen short of our market marking 


standards for an extended period of time, and the replacement of 


Crocker National Bank with Midland-Montagu Government Securities, a 


subsidiary of Midland Bank which had retained the primary dealer 


operation following the Crocker/Wells merger. In addition, just 


yesterday, Westpac Banking Corporation of Australia and William E. 


Pollock Government Securities announced agreement on plans for Westpac 


to acquire Pollock, subject to regulatory approvals in the U.S. and 


Australia. 




J. L. KICHLINE 

July 8, 1986 


FOMC CHART SHOW--INTRODUCTION 


During our presentations this afternoon we will be 

referring to the package of charts that has been distributed 

to you. The first chart displays the principal assumptions 

that underlie the staff's economic and financial forecast. 

The monetary policy assumption entails growth of M2 and M3 

around the middle of their ranges in 1986--that is around 

7-112 percent--and similar expansion next year. It is 

thought that this growth and the staff's economic projection 

are likely to be consistent with interest rates remaining 

close to their current levels on average through 1987. For 

fiscal policy, deficit-reducing actions of about $45 billion 


in fiscal year 1987 are assumed to be enacted; this is 


somewhat larger than in our previous forecast. 
 Contributing 


to this fiscal package are receipts derived from 


incorporating the major features of the Senate tax reform 


bill. Other assumptions involve some expected further 


decline in the foreign-exchange value of the dollar and that 


oil prices settle around $16 per barrel, higher than current 


spot prices. 


The next chart provides additional information on 

the fiscal outlook. The federal budget prospects f o r  fiscal 
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year 1986 have been deteriorating as outlays appear to be 

running higher than expected--principally in the agriculture 

and defense areas--while slower than anticipated growth of 

incomes has cut into receipts. Consequently, the staff 

expects a deficit this year of $215 billion, marginally 

above the record set last year. The assumed deficit-

reducing actions of $25 billion in outlays and $20 billion 

in receipts lead to a reduction in the deficit in fiscal 

year 1987 to $170 billion, well above the recently passed 

Congressional Budget Resolution figure that was designed to 

be consistent with the $144  billion Gram-Rudman target. 

The Congressional Budget Resolution is based on an economic 

forecast developed early this year which--at least in terms 

of the outcome to date--appears too optimistic. In any 

event, there are many possible ways for the budget process 

to play out, including its interaction with tax reform. 

What is important, however, in the context of the projection 

is that there is a shift toward budgetary restraint next 

year of roughly the magnitude indicated by the high 

employment deficit numbers in the table--about $30 to $35 

billion on a national income accounts basis. 

As for tax reform itself, the key features we 

assumed are shown in the bottom panel. A reduction in 

personal income rates is phased in, with little aggregate 

personal income effects during the projection period. 
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Business tax revenues are increased overall during the 


foreczst, and the features listed produce a higher cost of 


capital than would have prevailed otherwise. The adverse 


impacts show up particularly in business fixed investment 


and multifamily rental structures, but, in total, tax reform 


and the associated larger fiscal restraint take only about 


114 percentage point off real GNP growth next year. 


The next chart displays some indicators of recent 

economic activity. Total payroll employment has expanded so 

far this year at an average monthly rate significantly below 

that in 1985. The labor report for June was notably weak 

even after adjustment for strikes, and May employment growth 

was revised downward as well. The persistent weakness in 

the manufacturing area is apparent in employment and 

industrial output data, the right panel. The information 

now available suggests the industrial production index fell 

at least 112 percent in June, with a couple of tenths 

attributable to strike activity. 

In the consumer sector, activity generally has been 


well maintained. Total auto sales, middle left panel, were 


in excess of 11 million units in each month last quarter as 


financing incentives seemed to assist sales of domestic 


models. The right panel indicates retail sales excluding 


autos, nonconsumer items and gasoline also performed rather 


well through May. In the aggregate it is likely that the 
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second-quarter GNP data will show a large gain for personal 


consumption expenditures in real terms. The bottom left 


panel shows that total housing starts continued around the 


elevated pace registered early in the year, as single-


family starts have edged up in recent months; in May the 


decline in the total reflected a drop in multifamily starts. 


As shown in the bottom right panel, indicators of business 


fixed investment spending have been weak this year, and the 


latest data for May did not provide encouragement of a near-


term improvement. 


The top panel of the next chart indicates we are 


now estimating growth of real GNP--the red bar--of 1-1/2 


percent annual rate in the second quarter, with GNP less net 


exports appreciably larger. The strengthening of real GNP 


growth during the second half of this year is still a 

feature of the staff forecast but it is less marked than 

earlier. On a fourth quarter to fourth quarter basis, 

growth of 2-314 percent is projected, rising to 3-114  

percent next year. 

The GNP deflator, middle panel, is projected to 

rise at a 2-112 percent rate this year, the same as our 

previous projection. In 1987, however, the deflator is 
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projected to rise at about a 3 percent rate, somewhat less 

than before. The unemployment rate, bottom panel, seems 

likely to us to drift down through 1987, reaching a year-

end level around 6-112 percent. 

Mr. Prell will discuss the domestic economic and 


financial projection in greater detail. 


********** 




Michae l  J. P r e l l  
J u l y  8, 1986 

Domestic Economic and F i n a n c i a l  Out look  

It i s n ' t  d i f f i c u l t  t o  unders tand why, d e s p i t e  t h e  s u s t a i n e d  growth 

i n  GNP, t h e  economy has seemed so t r o u b l e d .  A s  M r .  K i c h l i n e  i n d i c a t e d ,  indus

t r i a l  o u t p u t  has c o n t r a c t e d  a p p r e c i a b l y  on ba lance  s i n c e  January. One p a r t  o f  

t h e  s t o r y - - v i s i b l e  i n  t h e  upper l e f t  panel o f  c h a r t  5 - - i s  t h e  cu tback  i n  

au to  assembl ies,  aimed a t  w h i t t l i n g  down d e a l e r  s tocks .  Another p a r t  i s  t h e  

d i r e c t  e f f e c t  o f  t h e  slump i n  t h e  o i l  business, r e f l e c t e d  i n  t h e  r i g  count  

f i g u r e s  a t  t h e  r i g h t .  But, as t h e  m i d d l e  l e f t  panel shows, t h e  d e c l i n e  has 

i n v o l v e d  a p p r e c i a b l e  weakness across  a range o f  consumer goods and bus iness  

equipment. A broad, n e g a t i v e  i n f l u e n c e  has been t h e  c o n t i n u i n g  p r e s s u r e  on 

manufac turers  f rom f o r e i g n  c o m p e t i t i o n ;  as y o u  can see a t  t h e  r i g h t ,  t h e  r i s i n g  

t r e n d  o f  i m p o r t  p e n e t r a t i o n  i n  t h e  consumer and c a p i t a l  goods s e c t o r  has y e t  t o  

b e  ha l ted .  T h i s  undoubted ly  has f o s t e r e d  a c a u t i o u s  a t t i t u d e  among manufac

t u r e r s  w i t h  respec t  t o  p r o d u c t i o n  and inves tment .  Meanwhile, a g r i c u l t u r e  has 

y e t  t o  p u l l  o u t  o f  i t s  dec l i ne .  O v e r a l l  n e t  f a rm income i s  weak, and--accord

i n g  t o  USDA p r o j e c t i o n s - - i n c r e a s i n g l y  dependent on government payments. The 

shaky p rospec ts  f o r  f a r m i n g  have been m i r r o r e d  i n  l a n d  p r i c e s ,  a t  t h e  r i g h t .  

D e s p i t e  t h e s e  s e c t o r a l  d i f f i c u l t i e s ,  however, t h e  r e c e n t  p e r i o d  has 

been one i n  which households on t h e  whole have en joyed s i z a b l e  ga ins  i n  r e a l  

income and wealth--and b e n e f i t e d  as w e l l  f r om a d e c l i n e  i n  b o r r o w i n g  cos ts .  

The r e s u l t a n t  impetus t o  aggregate  demand has been most obv ious  i n  t h e  case 

o f  r e s i d e n t i a l  c o n s t r u c t i o n ,  addressed i n  t h e  nex t  c h a r t .  Housing s t a r t s  

have averaged about 2 m i l l i o n  u n i t s ,  a t  an annual r a t e ,  t h u s  f a r  t h i s  year .  

T h i s  l e v e l  o f  b u i l d i n g  a c t i v i t y  i s  a t  t h e  h i g h  end o f  a range t h a t  would b e  

suggested by u n d e r l y i n g  demographic t rends .  As t h e  m i d d l e  l e f t  panel  i n d i 

ca tes ,  o u r  assessment i s  t h a t - - b a r r i n g  ma jo r  economic d i s tu rbances - -ne t  
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household fo rma t ions  should average i n  t h e  neighborhood o f  1.4 t o  1.5 m i l l i o n  

p e r  y e a r  ove r  t h e  remainder o f  t h e  decade. A l l o w i n g  f o r  m o b i l e  homes, demol i 

t i o n s  and t h e  o t h e r  f a c t o r s  a f f e c t i n g  t h e  s i z e  o f  t h e  housing s tock,  such 

numbers would suggest an average annual need f o r  somewhere around 1-3/4 m i l l i o n  

hous ing  s t a r t s .  

We a r e  p r o j e c t i n g  s t a r t s  t o  move back t o  t h a t  l e v e l  o v e r  coming 

months, b u t  w i th  s i n g l e - f a m i l y  b u i l d i n g  remain ing q u i t e  s t rong.  The percen

t a g e  o f  households owning homes f e l l  i n  t h e  e a r l y  E i g h t i e s ,  and many Americans 

undoubtedly have been w a i t i n g  t o  c r o s s  t h e  t h r e s h o l d  o f  a f f o r d a b i l i t y .  As t h e  

r i g h t  panel shows, d e c l i n i n g  mortgage r a t e s  have pushed month ly  payments on 

new homes down t o  t h e  l owes t  l e v e l  i n  some t ime,  r e l a t i v e  t o  d i sposab le  income. 

And, as you can see a t  t h e  bottom l e f t ,  homebuying c o n d i t i o n s  a r e  pe rce i ved  t o  

be a t t r a c t i v e  today by an e x t r a o r d i n a r i l y  l a r g e  percentage o f  households. 

On t h e  m u l t i f a m i l y  s i d e  o f  t h e  market,  h i g h  vacancy r a t e s  i n  some 

p a r t s  o f  t h e  c o u n t r y  should d iscourage new c o n s t r u c t i o n .  In a d d i t i o n ,  t h e  

proposed l e n g t h e n i n g  o f  d e p r e c i a t i o n  schedules and r e d u c t i o n  i n  t a x  s h e l t e r  

o p p o r t u n i t i e s  would make investment  i n  income p r o p e r t i e s  much l e s s  appea l i ng  

a t  c u r r e n t  r e n t  l e v e l s .  

The recen t  step-up i n  housing a c t i v i t y  i s  s p u r r i n g  o u t l a y s  elsewhere, 

and i t  l i k e l y  has c o n t r i b u t e d  t o  t h e  s t r e n g t h  i n  consumer spending t h u s  f a r  

t h i s  year .  As t h e  n e x t  c h a r t  shows, however, we a r e  p r o j e c t i n g  a s low ing  i n  

t h e  growth o f  consumption expendi tures i n  t h e  p e r i o d  ahead. The d e c e l e r a t i o n  

r e f l e c t s  a weakening o f  r e a l  income growth i n  t h e  a f t e r m a t h  o f  t h e  s i z a b l e  

boost  p rov ided  by s h a r p l y  d e c l i n i n g  energy p r i c e s ;  we d o n ' t  see a d im in i shed  

w i l l i n g n e s s  t o  spend. Indeed, consumer surveys p o i n t  t o  ve ry  p o s i t i v e  buy ing  

a t t i t u d e s ,  owing i n  g r e a t  measure t o  t h e  d e c l i n e  i n  i n t e r e s t  r a t e s .  The 
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dec l i ne  i n  ra tes  not  on ly  has ra ised asset values and lowered t h e  f inanc ing  

costs  f o r  new purchases, i t  a lso  has provided many households an oppor tun i ty  

t o  res t ruc tu re  debt ob l iga t ions .  Th is  i s  most apparent i n  t h e  mortgage market, 

where re f inanc ing  volume has soared. For example, t h e  share o f  FHA endorse

ments r e l a t e d  t o  re f inancings,  shown a t  t h e  lower l e f t ,  has t r i p l e d .  I n  many 

cases, these t ransac t ions  i nvo l ve  considerable up f ron t  costs, but  i n  t ime 

they do f r e e  up some cash flow. 

I n  some cases, r e f  inanci ngs may occasion add i t iona l  borrowi ng , t o  

t a p  accumulated equi ty  f o r  o ther  uses: spending, f i n a n c i a l  asset accumulation, 

o r  debt consol idat ion.  O f  greater  importance i n  ove ra l l  mortgage borrowing, 

however, i s  t h e  turnover  o f  e x i s t i n g  proper t ies,  which has been a t  a h igh  l e v e l  

o f  l a t e .  Net home mortgage borrowing--the s t r i p e d  l a y e r  i n  t h e  graph a t  t h e  

r ight--appears t o  have rebounded i n  t h e  second quar te r  a f t e r  a su rp r i s ing  

f i r s t - q u a r t e r  drop t h a t  may have r e f l e c t e d  delays i n  loan c los ings.  While 

o v e r a l l  household borrowing increases only  g radua l ly  from here on i n  t h e  pro

j e c t i o n ,  t h a t  growth i s  more than accounted f o r  by mortgages, as consumer 

c r e d i t  f lows are expected t o  cont inue moderating. Tax reform along t h e  Senate 

l i n e s  o f  course would prov ide an inc reas ing  i n c e n t i v e  f o r  t h e  d i r e c t  o r  

i n d i r e c t  s u b s t i t u t i o n  o f  mortgage f o r  consumer c r e d i t ,  as non-mortgage i n t e r e s t  

d e d u c t i b i l i t y  i s  scaled back. 

Tax reform obvious ly  i s  important t o  businesses as w e l l  as households, 

and concerns about t a x  changes could w e l l  be a fac to r  i n  t h e  weak investment 

i n d i c a t o r s  depicted a t  t h e  top o f  char t  8. Contracts and orders f o r  c a p i t a l  

goods, a t  t h e  l e f t ,  have cont inued on a sideways course, and t h e  Commerce 

Department's spr ing  survey, summarized a t  t h e  r i g h t ,  showed businesses plan

n ing  t o  spend about t h e  same amount t h i s  year  as l as t .  Th is  was b i t  weaker 
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p i c t u r e  than i n  t h e  w in te r  survey; not  su rp r i s ing l y ,  t h e  petroleum and mining 

i n d u s t r i e s  repor ted sharp ly  reduced spending plans, bu t  t h e r e  were o ther  areas 

o f  weakness as we l l - -espec ia l l y  i n  t h e  durable goods sector. 

The s t a f f ' s  fo recas t  f o r  business f i x e d  investment t h i s  year  i s  i n  

l i n e  w i t h  t h e  Commerce survey, which--given t h e  dec l i ne  i n  t h e  f i r s t  h a l f - 

imp l i es  a f i r m i n g  i n  ou t lays  i n  coming months. S t i l l ,  growth i n  rea l  B F I  i s  

p ro jec ted  t o  be anemic through 1987. The t a x  reform measures, i n  e f f e c t ,  

o f f s e t  much o f  t h e  s t imulus t o  investment t h a t  might have flowed from t h e  

dec l i ne  we've seen i n  f inanc ing  costs. Th is  i s  p a r t i c u l a r l y  t r u e  i n  t h e  case 

o f  equipment, which i s  h i t  by t h e  removal o f  t h e  investment t a x  c r e d i t .  The 

lower l e f t  panel provides p ro jec t i ons  o f  t h e  cost  o f  c a p i t a l  f o r  a represen

t a t i v e  p iece  o f  equipment, as perceived by a businessman who an t i c ipa tes  t h e  

app l i ca t i on  o f  f u l l y  phased-in t a x  c r e d i t ,  deprec ia t ion  and t a x  r a t e  p rov is ions  

along t h e  l i n e s  o f  t h e  Senate b i l l .  This c a l c u l a t i o n  leaves t h e  cos t  o f  

c a p i t a l - - w i t h  tax  reform--a shade below t h e  l a t e  '85 leve l ,  but--given t h e  

s e n s i t i v i t y  o f  t h e  numbers t o  assumptions about f inanc ing  costs  and pat terns,  

p r i c e  expectations, and o ther  factors- -a looser  reading c l e a r l y  i s  appropriate. 

I n  our view, i t  i s  not changes i n  c a p i t a l  costs  but  ra the r  a cont inu ing  des i re  

t o  modernize f a c i l i t i e s  t h a t  w i l l  be t h e  major d r i v i n g  fo rce  behind renewed 

expansion i n  equipment out lays.  That des i re ,  among i n d u s t r i a l  f i r m s  espe

c i a l l y ,  should manifest  i t s e l f  more s t rong ly  once our t r a d e  p o s i t i o n  begins 

t o  improve and sales t rends come t o  look more favorable.  On t h e  s t ruc tu res  

side, we're assuming t h a t  o i l  d r i l l i n g  w i l l  bottom out hefore long, but  we 

expect t h a t  t h e  overbu i ld ing  i n  t h e  o f f i c e  sector--documented a t  t h e  r i g h t - 

w i l l  exer t  a cont inu ing  drag on spending. 
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The next char t  shows our p r o j e c t i o n  of business spending f o r  inven

t o r i e s .  As you can see, we a r e  guessing on t h e  bas i s  o f  fragmentary data 

t h a t  nonfarm inventory  accumulation slowed somewhat i n  t h e  second quarter,  

r e f l e c t i n g  a small dec l i ne  i n  auto dealers '  stocks a f t e r  t h e i r  e a r l i e r  run-up. 

We are  fo recas t ing  a f u r t h e r  d iminut ion i n  t h e  pace o f  investment i n  t h e  

second h a l f ,  as t h e  recent rebu i l d ing  o f  o i l  stocks abates and as accumulation 

i n  t h e  nonauto t rade  sector  moves back i n t o  l i n e  w i t h  sales a f t e r  a spur t  

i n  t h e  spring. As i nd i ca ted  a t  t h e  r i g h t ,  inventory  investment i s  a negat ive 

f o r  GNP growth i n  t h e  second h a l f ,  but  a n e g l i g i b l e  fac to r ,  one way o r  t h e  

other,  i n  1987. 

Pu t t i ng  t h e  inventory  and f i x e d  investment ou t lays  together,  we fo re -

see only slow growth i n  nominal c a p i t a l  expenditures by nonf inancia l  corpora

t i ons ,  shown i n  t h e  middle panel. However, h igher  taxes are  expected t o  put a 

dent i n  i n t e r n a l  funds, and a widening o f  t h e  f inanc ing  gap i s  expected over 

t h e  next year and a h a l f .  I f  t h e  volume o f  equ i ty  being absorbed i n  mergers 

cont inues t o  f a l l  o f f  and issuance o f  new shares remains strong, as i nd i ca ted  

a t  t h e  bottom l e f t ,  t h e  net borrowing volume should remain below l a s t  y e a r ' s  

t o t a l .  And, absent a subs tan t ia l  r i s e  i n  i n t e r e s t  rates,  we would expect 

corporat ions t o  cont inue r e l y i n g  heav i l y  on t h e  bond markets f o r  t h e i r  c r e d i t  

needs, so t h a t  t h e  recent m i l d  improvement i n  balance sheet ra t i os - -exh ib i t ed  

a t  t h e  r ight - -would be extended. 

L i k e  t h e  corporate sector,  t h e  s t a t e  and l o c a l  government sector  a lso  

has a considerable stake i n  t h e  outcome o f  t a x  reform. But important,  too, 

i s  t h e  character  o f  federa l  e f f o r t s  t o  c u r t a i l  d e f i c i t  spending. As t h e  t o p  

l e f t  panel o f  char t  10 shows, federa l  grants a re  inc reas ing  t h i s  year. But 

much o f  t h a t  increase r e f l e c t s  specia l ,  one-time, d i s t r i b u t i o n s  o f  revenues 

from Cont inental  Shelf leases and Exxon's overcharge penal t ies.  A t  t h e  same 
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t ime, growth i n  own-source revenues has been d imin ished by f a l l i n g  o i l  p r i ces  

and weak economic performance i n  some pa r t s  o f  t h e  country.  Next year, reve

nue shar ing  i s  s la ted  t o  end and t o t a l  federa l  g ran ts  w i l l  drop. With t h e  

enactment o f  t a x  reform, however, a m a j o r i t y  o f  s ta tes  w i l l  b e n e f i t  from t h e  

f a c t  t h a t  they key t h e i r  taxes t o  federa l  ad justed o r  t axab le  income d e f i n i 

t i o n s ,  which w i l l  r e f l e c t  t h e  base-broadening aspects o f  t a x  reform. How much 

o f  t h e  p o t e n t i a l  revenue gain they  w i l l  be ab le  t o  r e t a i n  w i l l ,  o f  course, 

vary w i t h  l o c a l  p o l i t i c a l  and economic cond i t ions .  

On t h e  c r e d i t  side, unresolved issues i n  t a x  re form leave t h e  out look 

f o r  borrowing costs  and t h e  permiss ib le  scope o f  tax-exempt f i nanc ing  sub jec t  

t o  great  uncer ta in ty .  Our fo recas t  o f  borrowing--at  t h e  r i g h t - - i s  based on 

t h e  ra the r  m i l d  t i g h t e n i n g  o f  tax-exempt s e c u r i t y  p rov is ions  i n  t h e  Senate 

b i l l  and assumes t h a t  t h e  reform measures, taken as a whole, w i l l  no t  cause a 

marked change i n  t h e  demand f o r  tax-exempt ob l i ga t i ons .  

As t h e  middle panel i nd i ca tes ,  we a re  p r o j e c t i n g  a s lowing o f  growth 

i n  r e a l  s t a t e  and l o c a l  purchases t h i s  year,  r e f l e c t i n g  t h e  cutbacks c u r r e n t l y  

be ing made by f i n a n c i a l l y  s t ressed un i t s .  Spending accelerates i n  1987, but 

on ly  a l i t t l e ,  w i t h  t h e  s e c t o r ' s  operat ing surp lus on a na t i ona l  income 

accounts bas is- -at  t h e  r igh t - - remain ing  on ly  marg ina l l y  pos i t i ve .  

Apart from gyra t ions  associated w i t h  CCC loans, growth i n  federa l  pur

chases--in t h e  bottom panel - - is  n e g l i g i b l e  i n  t h e  forecast .  We've assumed i n  

t h i s  p r o j e c t i o n  t h a t  Congress w i l l  keep a t i g h t  enough r e i n  on au thor iza t ions  

t o  ho ld  defense spending e s s e n t i a l l y  unchanged i n  r e a l  terms i n  1987. 

Although t h e  moderate o v e r a l l  growth pro jec ted  f o r  t h e  e c o n a y  does not  

imply  great pressure on resources, t h e  news on wage and p r i c e  i n f l a t i o n  l i k e l y  

w i l l  become l e s s  favorab le  as t ime  passes. The t o p  panel o f  t h e  next cha r t  
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shows our forecast  o f  compensation per  hour i n  t h e  nonfarm business sector.  

Comprehensive measures o f  pay changes are not y e t  a v a i l a b l e  f o r  t h e  second 

quar ter ,  but  t h e  in fo rmat ion  on union sett lements and product ion worker wages 

suggests t h a t  compensation increases w i l l  be smal ler  t h i s  year  than they were 

i n  t h e  preceding three. To some extent,  t h i s  should r e f l e c t  continued 

e f f o r t s  t o  cont ro l  medical and o ther  b e n e f i t s  costs, i nd i ca ted  i n  t h e  middle 

panel by t h e  slower increase i n  t h e  t o t a l  Employment Cost Index than i n  t h e  

wage and sa la ry  component o f  t h a t  index over t h e  past year  o r  so. It a lso  

r e f l e c t s  t h e  cont inu ing  compet i t i ve  pressures i n  major p a r t s  o f  t h e  goods-

producing sector,  which have given r i s e  t o  t h e  d ivergent  t rends i n  t h e  

indexes a t  t h e  r i gh t .  I n  1987, however, as l abo r  markets t i g h t e n  somewhat, 

we expect t o  see a movement back t o  average compensation increases comparable 

t o  those e a r l i e r  i n  t h e  expansion. 

To t h e  extent  t h a t  compensation does indeed reaccelerate,  gains i n  

l abo r  p r o d u c t i v i t y  w i l l  become a l l  t h e  more important i n  conta in ing  costs. 

Unfor tunate ly ,  t h e  t rend  i n  output per  hour has not been impressive and, w h i l e  

one can compile a l i s t  o f  f a c t o r s  conducive t o  b e t t e r  p r o d u c t i v i t y  performance, 

we cont inue t o  await  c l e a r  evidence before b u i l d i n g  i t  i n t o  our forecast .  

Consequently, i n  t h e  pro jec t ion ,  output per  hour f l u c t u a t e s  around a t rend  o f  

roughly one percent per  year, and u n i t  l a b o r  costs r i s e  almost 3 percent i n  

1987. 

On t h e  nonlabor s ide,  producers have been b e n e f i t i n g  from most ly s t a b l e  

o r  d e c l i n i n g  ma te r ia l s  and energy costs. As t h e  l e f t  panel o f  t h e  next  char t  

ind ica tes ,  based on our o i l  p r i c e  assumption, we expect energy p r i ces  on t h e  

whole t o  f a l l  a l i t t l e  f u r t h e r  i n  coming months as t h e  compet i t ive e f f e c t s  o f  

lower o i l  p r i ces  are  r e f l e c t e d  across t h e  f u l l  range o f  f ue l  and power sources. 
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I n  1987, however, energy p r i ces  should be f i rming.  The e f f e c t s  o f  d o l l a r  

deprec ia t ion  meanwhile w i l l  become more not iceable.  We are  expect ing a 

quickening i n  t h e  pace o f  increase i n  p r ices  o f  non-petroleum imports. Apart 

from t h e  d i r e c t  i n f l uence  a t  a l l  stages o f  processing, t h e  r i s i n g  impor t  

p r ices  w i l l - - a s  markets f i rm--prov ide greater  oppor tun i t ies  f o r  domestic 

producers t o  expand t h e i r  margins. A l l  t o l d ,  we see i n f l a t i o n  p i c k i n g  up 

gradual ly ,  edging back t o  t h e  3-1/2 percent neighborhood next year, as  measured 

by t h e  f ixed-weight  p r i c e  index f o r  GNP. 

M r .  Truman w i l l  now discuss t h e  i n t e r n a t i o n a l  aspects o f  t h e  outlook. 



E.M. Truman 
J u l y  8, 1986 

FOMC CHART SHOW - I n t e r n a t i o n a l  Developments 

As i s  i l l u s t r a t e d  oy the  red  l i n e  i n  the  t o p  panel of Chart 

13, the  weighted-average fo re ign  exchange value of t h e  d o l l a r  against  

major f o r e i g n  currenc ies has dec l ined by about 30 percent s ince February 

o f  l a s t  year. I n  pr ice-adjusted terms ( t h e  black l i n e )  t h e  d o l l a r ' s  

deprec ia t ion  has been about the  same. The average value shown on the  

char t  f o r  June was h igher  than i n  May; however, as Miss Greene reported, 

the  d o l l a r  i n  t h e  l a s t  week o r  so has weakened again and approached the  

lows recorded i n  mid-May. As M r .  K i c h l i n e  noted, we are p r o j e c t i n g  t h a t  

t h e  d o l l a r  w i l l  dec l i ne  by about an add i t i ona l  10 percent through t h e  

end o f  1987. 

As s i l l u s t r a t e d  i n  the  lower panel, t h e  d o l l a r ' s  continued 

deprec iat ion n the e a r l y  months o f  1986 was associated w i t h  a f u r t h e r  

narrowing o f  t h e  d i f f e r e n t i a l  between U.S. and fo re ign  r e a l  long-term 

i n t e r e s t  ra tes ,  as U.S. r a tes  dec l ined more than r a t e s  abroad. Indeed, 

by A p r i l  t h a t  r e a l  i n t e r e s t  r a t e  d i f f e r e n t i a l  was e s s e n t i a l l y  

e l iminated; we expect t h a t  i t  w i l l  be l i t t l e  changed on balance over t h e  

fo recas t  horizon. This i s  one reason why we expect t h a t  t h e  d o l l a r ' s  

r a t e  o f  dec l i ne  w i  11 moderate. 

The d o l l a r ' s  dec l i ne  t o  date i s  t h e  p r i n c i p a l  f a c t o r  why we 

expect U.S. ex te rna l  d e f i c i t s  t o  begin t o  narrow, i n  r e a l  terms, i n  t h e  

second h a l f  o f  t h i s  year  and, i n  nominal terms, i n  1987. However, the  
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Uni ted States w i l l  cont inue t o  record  huge ex terna l  d e f i c i t s .  This i s  

t h e  major reason why we expect t h a t  t h e  d o l l a r  w i l l  deprec iate fur ther .  

The s t a f f  fo recas t  r e l i e s  p r i m a r i l y  on the  d o l l a r ' s  dec l i ne  

t o  generate an improvement i n  our ex te rna l  accounts. We focus on the  

d o l l a r ,  r a t h e r  than growth abroad, f o r  two reasons. F i r s t ,  we are n o t  

p r o j e c t i n g  any acce le ra t ion  i n  economic a c t i v i t y  abroad r e l a t i v e  t o  t h e  

pace o f  the  past few years. Second, a cont inuat ion  of such growth 

t rends--wi th  f o r e i g n  growth approximately t h e  same as U.S. growth--would 

by i t s e l f  produce a widening o f  U.S. d e f i c i t s  because, i n  absolute s ize,  

imports are now so much l a r g e r  than exports.  

As i s  i l l u s t r a t e d  i n  t h e  top, le f t -hand panel o f  Chart 14, 

t h e  expansion o f  economic a c t i v i t y  i n  the  major f o r e i g n  i n d u s t r i a l  

countr ies--as measured by i n d u s t r i a l  production--has been anemic so f a r  

i n  1986. I n  t h e  f i r s t  quar te r  i n  Germany, a sharp dec l i ne  i n  

cons t ruc t ion  a c t i v i t y ,  adverse weather condi t ions,  and lower exports i n  

r e a l  terms combined t o  produce a d e c l i n e  i n  r e a l  GNP. I n  Japan the 

dec l ine  was even sharper--propel led by lower export  volumes and sharp ly  

reduced inventory  accumulation. 

As i s  shown i n  t h e  upper r ight -hand panel, we are now 

expect ing growth of r e a l  GNP t o  average around 3 percent i n  1986 and 

1987 i n  t h e  major fo re ign  i n d u s t r i a l  economies. Some o f  t h e  f a c t o r s  

depressing economic a c t i v i t y  i n  t h e  major f o re ign  i n d u s t r i a l  count r ies  

i n  t h e  f i r s t  quar te r  appear t o  have been temporary. However, t a k i n g  

account of the  s luggish pace of economic a c t i v i t y  i n  t h e  f i r s t  quarter,  

we have marked down our forecast  f o r  1986 as a whole by about 1/3 

percent s ince the  FOMC meeting i n  February. Nevertheless, we be l i eve  
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tha t ,  abroad as w e l l  as here, lower r e a l  i n t e r e s t  rates,  lower o i l  

pr ices,  and less  i n f l a t i o n  w i l l  i n  due course help t o  s t imu la te  domestic 

demand i n  t h e  f o r e i g n  i n d u s t r i a l  countr ies.  

Meanwhile, as shown i n  the  lower le f t -hand panel, i n f l a t i o n  

has slowed ab rup t l y  i n  these coun t r i es  so f a r  t h i s  year under t h e  

combined in f luence of a sharp ly  lower d o l l a r  p r i c e  of o i l ,  genera l l y  

s tab le  d o l l a r  p r i ces  o f  o ther  commodities, and t h e  apprec ia t ion  of 

t h e i r  currencies.  The lower r ight -hand panel shows t h a t  we expect 

consumer p r i c e  i n f l a t i o n  t o  average s l i g h t l y  mre than 2 percent dur ing  

1986, but  t h i s  average includes i n f l a t i o n  r a t e s  of about 1/2 percent i n  

Germany and Japan. As the  e f t e c t s  of t h e  dec l i ne  i n  o i l  p r i ces  are 

at tenuated i n  1937, i n f l a t i o n  i s  expected t o  p i c k  up a b i t  i n  t h e  

fo re ign  i n d u s t r i a l  count r ies  bu t  remain a t  a low l e v e l  r e l a t i v e  both t o  

i n f l a t i o n  i n  t h e  Uni ted States and t o  h i s t o r i c a l  experience. 

Thus, along w i t h  t h i s  very favorable i n f l a t i o n  out look,  we are 

p r o j e c t i n g  l i t t l e  add i t i ona l  st imulus t o  g loba l  economic a c t i v i t y  f r o m  

the  f o r e i g n  i n d u s t r i a l  economies compared w i t h  recent  years; A t  t h e  

same time, as i s  shown i n  t h e  upper le f t -hand panel o f  Chart 15, the  

economy o f  Mexico, our p r i n c i p a l  t r a d i n g  par tner  t o  t h e  south, i s  i n  

recession. Mexico's r e a l  GDP i s  p ro jec ted  t o  dec l i ne  by about 4 percent 

t h i s  year  under t h e  in f luence o f  lower o i l  revenues, combined w i t h  

monetary and f i s c a l  r e s t r a i n t .  However, we expect t h a t  w i t h  an 

IMF-approved adjustment program i n  place and add i t iona l  ex te rna l  

f inanc ing,  growth w i l l  be p o s i t i v e  next year. A 20 percent r i s e  i n  

non-o i l  exports, a c u t  o f  10 percent i n  imports, and a lower i n t e r e s t  

b i l l  i n  1986 w i l l  o f f s e t  about ha l f  of Mexico's $7 b i l l i o n  l oss  i n  
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revenues from lower o i l  exports. As a consequence, Mexico's cu r ren t  

account w i l l  swing from a small surplus i n  1985 t o  a d e f i c i t  of a t  l e a s t  

$2 b i l l i o n  t h i s  year--as i s  shown i n  t h e  r ight -hand panel--wi th l i t t l e  

change expected next year. 

The o ther  non-OPEC developing countr ies,  as i s  shown on the  

le f t -hand s ide  o f  t h e  middle panel, and which as a group w i l l  b e n e f i t  

both from lower o i l  p r i c e s  and lower wor ld  i n t e r e s t  rates,  are expected 

t o  record s l i g h t l y  f a s t e r  growth i n  1986 and 1987 than l a s t  year; 

these count r ies  should experience a s l i g h t  improvement t h i s  year and 

next  i n  t h e i r  combined cu r ren t  account pos i t ion--as shown i n  t h e  

r ight -hand panel. 

The s i t u a t i o n  i n  t h e  OPEC members-shown i n  t h e  bottom 

panels- - is  a b i t  paradoxical .  With t h e  increase i n  o i l  product ion i n  

these countr ies,  measured r e a l  GDP should expand t h i s  year-- the t a b l e  a t  

the  l e f t .  However, the  increase i n  t h e  phys ica l  volume of product ion 

and expor ts  of o i l  w i l l  be more than o f fse t  by  lower o i l  pr ices,  and t h e  

OPEC group as a whole i s  p ro jec ted  t o  have an increased cu r ren t  account 

d e f i c i t - - a  d e f i c i t  t h a t  f o r  some members w i l l  be d i f f i c u l t  t o  f inance 

and w i l l  cause these count r ies  t o  c u t  back on t h e i r  imports. Hence, t h e  

lower GDP growth pro jec ted  f o r  1987. 

Against t h i s  background o f  a lower d o l l a r  bu t  few s igns o f  an 

acce le ra t ion  of aggregate demand i n  t h e  r e s t  of t h e  wor ld  r e l a t i v e  t o  

the  average pace i n  recent  years, t h e  next  cha r t  presents our out look 

f o r  U.S. exports. As i s  shown by t h e  r e d  l i n e  i n  t h e  upper le f t -hand 

panel, t h e  volume of U.S. nonagr i cu l tu ra l  expor ts  rose  a t  a 10 percent 

annual r a t e  i n  t h e  f i r s t  quar te r  o f  t h i s  year, apparent ly  l e d  by 
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increases i n  expor ts  o f  machinery and consumer goods. Based on 

p re l im ina ry  data f o r  A p r i l  and May, we do no t  th inK the re  was as l a r g e  

an increase i n  the  second quar te r  as i n  the f i r s t .  However, on balance, 

we are p r o j e c t i n g  a r a p i d  expansion of t h e  volume o f  these exports f o r  

t h e  remainder o f  t h e  fo recas t  period; as p r i ces  r i s e ,  t h e  increase i n  

value--the black 1ine--should be even more pronounced. 

As shown i n  the  t a b l e  t o  the  r i g h t ,  two- th i rds  o f  U.S. 

nonagr icu l tu ra l  expor ts  i n  1985 were dest ined f o r  Japan, Canada and 

other  i n d u s t r i a l  countr ies,  wh i l e  t h e  remainder went t o  developing 

countr ies.  The l a t t e r  group i s  l i k e l y  t o  p rov ide  more l i m i t e d  p o t e n t i a l  

f o r  expanded U.S. expor ts  because of f i n a n c i a l  cons t ra in t s - - i n  t h e  case 

of OPEC and Mexico--and continued net  r e a l  deprec ia t ion  against  t h e  

d o l l a r  over t h e  past 18 months-in the  case o f  the  non-OPEC developing 

countr ies.  However, i n  a l l  tnese markets t h e  United States should be 

able t o  improve i t s  share r e l a t i v e  t o  o ther  i n d u s t r i a l  count r ies .  

The lower le f t -hand panel presents our out look f o r  

a g r i c u l t u r a l  exports.  A f t e r  sharp reduc t ions  i n  the  volume of these 

exports dur ing  the  f i r s t  ha l f  of t h i s  year ( t he  r e d  l i n e ) ,  we expect a 

moaest recovery as a consequence of lower crop support pr ices,  a lower 

do l l a r ,  and b e t t e r  growth i n  the  non-OPEC developing countr ies.  

R e f l e c t i n g  i n  p a r t  t h e  lower support pr ices,  the  average p r i c e  o f  these 

products i s  expected t o  dec l ine  on balance over the  next  s i x  quarters,  

imp ly ing  on ly  a modest increase i n  o v e r a l l  value ( the  b lack l i n e )  

compared w i t h  e a r l y  1985. As can be seen i n  t h e  t a b l e  t o  t h e  r i g h t ,  

about 40 percent of U.S. a g r i c u l t u r a l  expor ts  i n  1985 went t o  Mexico and 

o ther  non-OPEC and OPEC developing countr ies.  
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With respect  t o  non-o i l  imports, t h e  t a b l e  i n  t h e  upper l e f t  

o f  Chart 17 shows t h a t  the  p r i ces  o f  these imports increased on average 

by 6 percent a t  an annual r a t e  over t h e  f o u r t h  quar te r  o f  l a s t  year and 

the  f i r s t  quar te r  o f  t h i s  year. However, t h e  p a t t e r n  was uneven w i t h  

the  l a r g e s t  increases i n  automotive products and i n  foods, feeds and 

beverages--the l a t t e r  l a r g e l y  because of cof fee.  [Unfortunately,  a 

greml in c rep t  i n t o  our ca lcu la t ions ,  and t h e  f i g u r e s  i n  t h e  t a b l e  f o r  

p r i ces  o f  i n d u s t r i a l  suppl ies are incor rec t ;  they  should read: minus 6 

and -minus 5.1 We are p ro jec t i ng ,  as shown i n  the  cha r t  a t  t h e  r i g h t  and 

as M r .  P r e l l  has already indicated, a somewhat more r a p i d  r a t e  o f  

increase i n  non-o i l  impor t  pr ices--about 10 percent a t  an annual 

ra te- -over  the  balance of t h e  forecast  per iod.  

These p r i c e  increases are necessary i n  order  t o  induce t h e  

k i n d  o f  oec l i ne  i n  t n e  volume o f  non -o i l  imports mown i n  the  panel 

below ( t h e  r e d  l i n e ) .  Even w i t h  the  k ind  o f  volume response depicted, 

the  value of non-o i l  impor ts  ( t h e  b lack l i n e )  i s  p ro jec ted  t o  cont inue 

t o  expand--muting progress toward lower ex terna l  d e f i c i t s  i n  nominal 

terms. 

As i s  shown i n  t h e  t a b l e  t o  t h e  l e f t ,  almost t h ree  quar te rs  o f  

U.S. non-o i l  impor ts  i n  1985 came from Canada, Japan and o ther  

i n d u s t r i a l  countr ies.  We expect t h i s  share t o  dec l i ne  i n  t h e  next 

couple of years r e f l e c t i n g  the  loss of p r i c e  compet i t iveness o f  these 

count r ies  v is -a -v is  t h e  developing world. 

Chart 18 summarizes the  s t a f f ' s  out look f o r  t h e  U.S. cu r ren t  

account. The dec l i ne  i n  o i l  p r i c e s  i n  t h e  f i r s t  ha l f  o t  t h i s  year has 

cont r ibu ted  t o  a reduc t ion  i n  t h e  value o f  our o i l  impor t s - - l i ne  6. 
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However, g iven our assumption t h a t  t h e  p r i c e  of imported petroleum w i l l  

s e t t l e  a t  about $16 per b a r r e l  combined w i t h  growth o f  U.S. demand 

and d e c l i n i n g  domestic production, we expect o i l  imports t o  p i c k  up a 

b i t  next  year. Despi te lower o i l  imports thus f a r  i n  1986, t h e  t rade  

balance, shown i n  l i n e  7, i s  est imated t o  have been l a r g e r  i n  the f i r s t  

ha l f  of t h i s  year than i n  the  f u l l  year 1985, and i t  i s  expected t o  show 

e s s e n t i a l l y  no improvement i n  t h e  second h a l f  o f  t h i s  year. Over t h e  

course o f  1987, the  t rade  d e f i c i t  i s  p ro jec ted  t o  narrow somewhat 

wh i l e  t h e  balance on o the r  cu r ren t  account t ransac t i ons - - l i ne  & - w i l l  

de te r io ra te ,  l a r g e l y  because of the  r i s e  i n  n e t  payments abroad on a 

growing ex terna l  aebt. As a consequence, t h e  cu r ren t  account 

ba lance-- l ine 9-- a t  the  end o f  next  year i s  p ro jec ted  t o  narrow o n l y  by 

$10 b i l l i o n  compared w i t h  t h e  f i r s t  ha l f  of t h i s  year. The s i ze  o f  the  

d e f i c i t  now pro jec ted  f o r  t h e  l a s t  ha l f  of 1987 i s  $125 b i l l i o n .  

Despi te t h e  l i m i t e d  pro jec ted  improvement i n  our ex te rna l  p o s i t i o n  i n  

r e a lnominal terms, the  balance on -net  exports as measured i n  t h e  GNP 

accounts,shown i n  t h e  memorandum i t e m  i n  l i n e  10, i s  p ro jec ted  t o  record  

a swing o f  about 55 b i l l i o n  1982-dol lars between t h e  f i r s t  h a l f  o f  t h i s  

year  and t h e  second ha l f  of next  year and t o  "contr ibute" ,  i n  t h i s  

a r i t h m e t i c  sense, s i g n i f i c a n t l y  t o  t h e  growth of domestic product ion 

over t h e  p r o j e c t i o n  period. 

Mr .  K i c h l i n e  w i l l  now complete our presentat ion.  
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FOMC CHART SHOW--CONCLUSION 


Chart 19 shows the economic fOreCa6tS of Board 


members, Presidents, and the staff. The bottom panel 


displays the forecasts for 1986 presented to the Congress in 


February. The current forecasts for nominal GNP growth have 


been revised downward appreciably since February, with the 


median figures falling short of the lower end of the central 


tendency reported earlier this year. That downward revision 


generally reflects reductions to real GNP and the deflator, 


while the level of the unemployment rate has been moved 


higher. For 1987, the median forecasts of Board members and 


Presidents, as well as the staff figures, suggest a pickup 


in real growth, a larger rise in the deflator and a little 


lower unemployment rate. The Administration and CBO have 


not yet completed their update on the economic outlook, but 


they will need to recognize the slower than anticipated 


expansion of nominal GNP during the first half of the year. 


For the staff forecast, it still seems to us that 

an improvement of economic activity over the forecast 

horizon is in store, given our principal assumptions. In 

our view, the lower interest rates, oil prices, and foreign 

exchange rates that have developed over the past year or so 
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should provide the net stimulus necessary for the economy to 


grow somewhat faster than the 2-114 percent annual rate 


averaged over the past year and one-half. However, as 


indicated in the presentations, a great deal of uncertainty 


exists, especially in regard to the key sectors of business 


fixed investment and net exports. 


********** 





